Section 3 Urgent measuresto strengthen locational competitiveness

In the age when enterprises choose countries, strengthening locational competitiveness is
indispensable for Japan to prevent the hollowing out of industry and accomplish sustainable economic
growth. In this section, measures to be taken swiftly are discussed.

1. Reduction in corporate taxes to reinforce the competitive edge of enterprises

When enterprises choose business locations, market conditions are an important factor, while the
burden levels of socia security and others, including effective corporate tax rate, are a so important.

In Japan, the tax reforms in the late 1990s lowered the effective corporate tax rate, and since then it
has remained almost unchanged until the recent reduction. Meanwhile, effective corporate tax rates
have been lowered in many OECD and EU countries, along with the expansion of the tax base (Figure
4-3-1-1).

As a result, the effective corporate tax rate in Japan has remained relatively high by international
standards (Figure 4-3-1-2).

Figure 4-3-1-1
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Figure 4-3-1-2
International comparison of effective corporate tax rate

40.69% 40.75%

25.00%

Jepan us. France Germany UnitedKingdom  China  SouthKorea  Singapore

g Japan are based on Tokyo, andthe national corporate tax rate s reduced by 4.5%, resultingin
the effective tax rate of 35.64% (For from fiscal 2012, tax of 10%will be imposed as special
corporate tax for recongtruction.)

* Thefigures of the U.S. are based on the taxation in the State of California
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(1) Recent trendsfor corporatetaxesin major countries
(A) United Sates of America

President Obama announced that the corporate tax rate world be cut from 35% to 28% under tax
reform guidelines published in February 2012. To compensate for the resultant revenue decline, the
abolition and reduction of the preferentia tax system was incorporated in the guidelines, while further
preferential tax treatment for the manufacturing industry was mentioned.

(B) United Kingdom

In the United Kingdom, according to the draft budget for fiscal 2012, the corporate tax was cut from
26% to 24% in April 2012, and it will be reduced by 1% every year until 2014. (The rate will be 22%
inApril 2014.)

As effective corporate tax rates have been cut in major countries, from the perspective of
reinforcing the international competitiveness of enterprises located in Japan, the reduction of the
effective corporate tax rate was positioned as one of 21 national strategy projects, “7. Promotion of
Effective Corporate Tax Rate Reduction and Japan as an Asian Business Center,” in the “New Growth
Strategy Blueprint for Revitaizing Japan,” which was approved by the Cabinet on June 18, 2010
(Table 4-3-1-3).

Table 4-3-1-3
New Growth Strategy Blueprint for Revitalizing Japan (June 18, 2010)

7. Promotion of effective corporate tax rate reduction and Japan as an Asian business center

In order to reinforce the international competitiveness of enterprises located in Japan and
encouraging foreign enterprises to choose Japan as a business location, the effective corporate tax
rate shall be reduced to a comparative level to major countries. In this regard, all tax measures,
including specia measures concerning taxation, shal be fundamentally reviewed, and securing
financial resources, including expanding the tax base, shall be considered. The tax rate shall be
reduced in a step-by-step manner, bearing in mind that securing employment and improving an

environment for the business |ocation are pressing issues. (The rest is omitted.)

In line with policies in the new growth strategy and from the perspectives of reinforcing the
international competitiveness of domestic enterprises, encouraging foreign enterprises to choose Japan
as a business location, and expanding employment and domestic investment, a bill for the fiscal 2011
revision of the tax system, which incorporated the 5% reduction of the effective corporate tax rate, was
passed in November 2011, and the rate will be reduced from fiscal 2012 (Table 4-3-1-4). For three
years starting from fiscal 2012, the additional tax of 10% will be imposed as specia corporate tax for
reconstruction (Figure 4-3-1-5).
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Table 4-3-1-4
Outline of integrated reform of social security and taxation systems (February 17, 2012)

3. Corporate taxation

For corporate taxation, it is necessary to maintain and improve the competitive edge of
enterprises, ensure and encourage enterprises to choose Japan as a business location, and expand
employment and domestic investment, while taking into account such factors as international
collaboration.

From this perspective, in the fiscal 2011 revision of the tax system, the corporate tax rate is
reduced by 4.5% (applied starting from fiscal 2012), along with the expansion of the tax base. As
for reduced tax rate for small and medium-sized enterprises (SMES), the rate is reduced, along with
areview of special measures concerning taxation related to SMEs. (Therest is omitted.)

Figure 4-3-1-5
Image of corporate tax rate reduction (for national taxes) and special corporate tax for reconstruction
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Source: materials of the tax commission.

2. Attracting global enterpriseswith proactive initiatives being called on

As global enterprises establish business bases in Japan and introduce new technologies and
management methods therein, domestic markets will become increasingly active. With the
intensification of international competition in attracting enterprises, Japan is caled on to take
proactive initiatives.

(1) Toward promoting Japan as an Asian business center

With the recent Asian emerging countries reinforcement of support measures to attract global
enterprises and the relative shrinkage of Japanese markets resulting from the economic growth of
Asian emerging countries, the withdrawal of global enterprises from Japan has occurred in a
successive manner and Japan has been losing the leading position of an international base for business
activities. However, global enterprises expanding into Japan will bring about new technologies,
management methods and others in Japan, and this is indispensable to the future growth of the
Japanese economy. With such conditions in mind and based on the “New Growth Strategy Blueprint
for Revitalizing Japan,” which was approved by the Cabinet on June 18, 2010, the government has
worked on attracting enterprises for high-value added bases, as typified by aresearch and development
base and an Asian head office.

After the Great East Japan Earthquake, “Basic Policy for Reconstruction from the Great East Japan
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Earthquake” (decision of the Reconstruction Headquarters in response to the Great East Japan
Earthquake on July 29, 2011) and “Comprehensive Measures Against the Higher Yen” (Cabinet
decision on October 21, 2011) were established and they incorporated concrete measures to channel
various vitalities of foreign countries into Japan under the difficult economic conditions surrounding
Japan, marked by the effects of the Great East Japan Earthquake and the higher yen. These measures
included reconfirming the importance of developing an investment environment to encourage global
enterprises to establish the functions of aresearch and development base and an Asian head office.

The “Basic Strategy for the Revitaization of Japan,” which was approved by the cabinet on
December 24, 2011, declared that measures incorporated in the “New Growth Strategy” (approved by
the Cabinet in 2010) shall be re-examined and strengthened to solve issues confronting Japan,
including the effects of the Great East Japan Earthquake. In the basic strategy, measures for Japan as
an Asian business center are described as follows: as part of “(1) Initiatives to Further Strengthen
Growth Potential (Opening Up Economic Frontiers),” the government aims to create business and
living environments that are attractive by international standards, based on the “Program for
Promoting Japan as an Asian Business Center and Direct Investment into Japan;” and a hill for
promoting Japan as an Asian business center shall be passed at an early date.

(2) Concreteinitiatives to promote Japan as an Asian business center

Based on the aforementioned background, the government has been promoting measures for Japan
as an Asian business center. To attract global enterprises, it is vital that the whole government should
work together to develop the business environment for global enterprises and the living environment
for foreigners, together with incentive measures. Thus, the “Program for Promoting Japan as an Asian
Business Center and Direct Investment into Japan,” which comprehensively compiled related
measures and others, was formulated on December 16, 2011. Under this program, each of the relevant
ministries, agencies and other bodies shall steadily promote efforts to attract global enterprises.

The program specified three targets of “increase of high-value added bases (30 cases of invitation
per year)” “doubling of employees by foreign enterprises (0.75 million individuas — 2 million
individuals)” and “doubling of foreign direct investment in Japan,” which shall be accomplished by
2020. To achieve these targets, measures to be taken by the government were organized in the program.
Specificaly, individual measures shall be promoted in line with the following five pillars: 1.
strengthening locational competitiveness of Japan by reinforcing incentive measures for global
enterprises, including subsidy programs and tax systems; 2. encouraging investments by utilizing the
comprehensive special zone program and others so as to create employment in local regions; 3.
promoting the development of business environment through such methods as developing socia
infrastructure, reviewing regulations and others, improving the transparency of administrative
procedures, and using English in administrative affairs; 4. promoting the development of a better
living environment through such method as improving education and medical care for foreigners; and
5. promoting the government’s PR activities to emphasize the appea of locational environment of
Japan and enhancing the dissemination of information to eliminate harmful rumors (Figure 4-3-2-1).
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Figure 4-3-2-1
Outline of program for promoting Japan as an Asian business center and direct investment into Japan

@ Targetsspecified in the program, which shall be accomplished Decided on December 16, 2011 by the Committee for Promoting Japan
by 2020 asan Asian Business Center and Direct Investment into Japan

1. Increase of high-value added bases (30 cases of invitation per year)
2. Doubling of employees by foreign enterprises (0.75 million individuals = 2 million individuals)
3 Doubling of foreign direct investment in Japan

@ Fivepillars and major concrete measures

1. Improving profitability to promote investment
Thegovernment shall strengthen locational competitiveness of Japan by reinforcing incentive measures for global enterprises, including subsidy
programsand tax systems, to create a world-class investment environment.
Subsidy program for projects promoting Asian site location, bill for promoting Japan as an Asian business center, 5% reduction of the effective corporate
tax rate and others.

2. Utilizing the special zone system and others to lure investments
Thegovernment shall, in coordination with local governments, lure investments from home and abroad by utilizing the comprehensive special
zoneprogram, reconstruction special zone, and others.
International strategy comprehensive special zone, reconstruction special zone and others.

3. Developing investment environment and establishing investment support system
Inorder toincrease the flow of people, goods and money, the government shall develop social infrastructure and review regulations and others,
whileimproving transparency of administrative proceduresand using English in administrative affairs.
Preferential treatment forimmigration control using a point program, reinforcement of one-stop service in administrative procedures, review of
proceduresfor the examination of medica equipment and medicine, promotion of using English in administrative affairs, and others.

4. Creating a more friendly living environment asan investment destination
Thegover nment shall promote the development of living environment through such method asimproving education and medical care for
foreigners.
Development of an environment friendly toforeigners in medica institutions, development of international schools and others.

5. Enhancing the dissemination of information to welcome investment
Thegover nment shall promote its PR activities to emphasize the appeal of locational environment of Japan and disseminate information to
eiminate harmful rumors.
PR activities in international conferences and other occasions, thedissemination of information using English and others.

Source: Ministry of Economy, Trade and | ndustry.

As mentioned in the af orementioned program, in order to attract global enterprises, it is effective to
take the same measure as other Asian emerging countries, namely providing direct incentives to global
enterprises. As such, in February 2011 the Ministry of Economy, Trade and Industry submitted to the
177th ordinary secession of the Diet a “Bill on Special Measures Concerning the Promotion of
Research and Development by Specific Multinationa Enterprises,” which prescribes the
implementation of measures to provide such treatment as reducing the burden of corporate tax and
patent fees for the research and development and supervising activities of global enterprises (the bill
has been deliberated in the 180th ordinary secession of the Diet) (Figure 4-3-2-2).

In addition to the incentive measures in the aforementioned bill, the “Subsidy Program for Projects
Promoting Asian Site Location in Japan,” which is designed to provide subsidies for an initial cost
pertaining to global enterprises establishing high-value added bases in Japan, was launched from the
supplementary budget for fiscal 2010, and 10 businesses were adopted for this program in December
2011. The type of the businesses adopted includes a broad range of growth fields, including medicine,
fuel cdls, and automobile-related technology (Figure 4-3-2-3).

Furthermore, since the Great East Japan Earthquake it has become increasingly important to
disseminate accurate information regarding a business environment in Japan and promote PR and
invitation activities to attract enterprises. Therefore, the government has been continuing to work on
such measures as engaging in publication activities for global enterprises and creating matching
opportunities with Japanese enterprises. Apart from these measures, as mentioned in the “Program for
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Promoting Japan as an Asian Business Center and Direct Investment into Japan,” the government shall
further encourage global enterprises to choose Japan as a business location by utilizing the
comprehensive special zone program and others (Figure 4-3-2-4).

Figure 4-3-2-2
Outline of abill on special measures concerning the promotion of research and development by
specific multinational enterprises

O In order to promote attracting global enterprises to Japan for aresearch and development base and an Asian head
office, the government shall implement measures to provide globa enterprises approved by the relevant minister
with such trestment as reducing the burden of corporate tax and patent fees.

]

Targets |

(1) Research and development base (2) Asan head office
Concentrating sophisticated researchers, etc., Concentrating sophisticated managers, etc.
whoareindispensableto innovation whoareindispensablein theglobal economy and society
- |

Incentives [

Corporatetax O 20%income deduction for five years for approved enterprises

O Stock acquisition rights granted by foreign parent companies to directors, etc. of
Individual incometax approved enterprises are subject to the stock option taxation, and the taxation is
deferred until the time of transfer.

O Patent fees, etc. are reduced for approved research and development business

Patent fee operators
: O For anotification pertaining to domestic direct investment, etc., alegaly
Foreign exchangelaw prescribed period for inaction is reduced (30 days = two weeks).
O Subscriptionof stock by the Small and Medium Business Investment &
Fund-raising Consultation Corporation (among SMEs, stock companies with capital of more

than 300 million yen are also subject to this.)

* For foreign nationalswho areto work at approved enterprises, period for theimmigration clearancein disembarkation procedures
(authorization of resident eligibility) isshortened (generally onemonth — about 10 days)

Source: Ministry of Economy, Tradeand Industry.

Figure 4-3-2-3
Outline of subsidy program for projects promoting Asian site location
Project image FY 2010 supplementary budget anount:
o 2.0billionyen
Japanese government H FY2011 initial budget amount0:5 bilionyen
(. <Targets> N\ FY 2012 nitial budget amount(; shiionyen |

Attractingglobal enterprises developing
businessinternationally

Providing support for
initial investment pertaining to
business|ocation

O Regional control base, where
“ sophisticated humanresources’ for

J L
! Determining thegrant of

management and technology, etc. are } subsidiesin consideration
concentrated | o e e on O Construction costsfor theestablishment
| <Requirements> of business|ocationand facility costs

+ Business development in two
! countries or more
+ Continuing business for
three years or more,
and others

O Research and development base, required aresubject to thesupport

whichincdudesthefunction of leading
to commercialization by utilizingthe
manufacturing capability of Japan

\_ J

O Subsidy rateof up to one-half

Saliciting
applications
Determining

adoption

Source: Ministry of Economy, Tradeand Industry.
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Figure 4-3-2-4
Outline of comprehensive special zone program
Through two types of “comprehensive special zone,” the government aims to enhance

international competitiveness, etc. by promoting the establishment of business bases and
improve regiona power with full utilization of local resources.
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Source: Regional Revitalization Bureau, Cabinet Secretariat.

3. Enhancement of subsidiesfor location meeting needs

With the rapid progress of the hollowing out of industry resulting from the earthquake and the
higher yen, thereis growing concern about the loss of employment. In order to attract further domestic
investment, it is vital to enhance subsidies for location as a quick-impact measure to strengthen
locational competitiveness.

(1) Implementing subsidiesfor domestic location to strengthen locational competitiveness

Enterprises affected by the Great East Japan Earthquake included those forming the core of supply
chains. Due to the impact of the lagging reconstruction of such enterprises, the production was
suspended at downstream manufacturers of finished products for along time, leading to a nationwide
disruption of production. This was because: the supply chains had become complex, and downstream
manufacturers of finished products had not fully understand the whole context of the situation; and the
production of some of parts/materials that were difficult to substitute was concentrated in specific
companies (Figure 4-3-3-1).

In particular, with respect to some of partsmaterials with leading global shares that were difficult to
substitut, the impact spread to the production of finished products in countries other than Japan.

Astherisks of disruption in international supply chains became apparent, foreign governments have
started focusing on attracting Japanese enterprises, mainly in fields of parts/materials, to take aleading
rolein the next generation industries (Figure 4-3-3-2).
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For example, South Korea established the “comprehensive measures for partsmaterias
competitiveness,” and for 10 major core materials approximately one trillion won (about 80 billion
yen) will be spent for R&D on domestic enterprises by 2018. Moreover, a 300 billion won
partsmaterias fund was founded mainly by the Korea Development Bank to acquire partsmaterials
enterprises overseas. Another example is that China positioned next generation vehicles as a strategy
field and established a nationa policy team for electric vehicles to develop the vital parts industry
(Figure 4-3-3-3).

Besides, such issues as the rapid yen appreciation and concern over electricity supply that occurred
after the great earthquake have significantly lowered locational competitiveness of Japan, causing
some enterprises in the core fields where future growth is expected to shift production bases oversess.
As such, there is growing concern that the hollowing out of industry accelerates immediately. Failure
to prevent enterprises with high international competitiveness from shifting their business overseas
would lead to the loss of long-term international competitiveness of Japanese industry, and this could
have an adverse effect on recongruction from the great earthquake and the revitalization of the
Japanese economy, which had been stagnant before the earthquake. Therefore, a quick-impact measure
to attract investment by enterprises to Japan has been highly required.

Figure 4-3-3-1
Increase of concerns over supply chain disruption

» Manufacturers of finished products formerly presumed that “pyramid structure” was formed, in which their
suppliers purchased parts/materials from several vendors at each pyramid level and substitutability was thus
ensured.

» However, in redlity, the supply of parts/materialsis concentrated in specific companies at the sub-subcontractor
and lower levels, and substitutability is not ensured. (“diamond structure”)

< Original presumption> <Actua status>
Pyramid structure Diamond structure

* A multiple number of parts/materials manufacturers * The production of some partsmaterials are

form a broad base in each industrial group. concentrated in specific companies.

* Substitutability is ensured at both upstream and * When a disaster hits these companies, the whole

downstream levels. supply chain will be affected.
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Source: Ministry of Economy, Trade and Industry.
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Figure 4-3-3-2
Invitation of Japanese enterprises by foreign governments

Q. After the earthquake was there any offer of invitation from overseas/did offers of invitation increase?

O 11 out of 161 companies answered “there was’ or “increased.”

O Countries or enterprises which invited the answering companies:
China - 4 companies, South Korea - 2 companies
Singapore/Thailand/Malaysia/U.S./Canada— 1 company (respectively)

(Note)  Since some companies did not answer the name of an inviting country, etc.,
the total number of the companies does not equal 11.

(Source) “ Emergency questionnaire survey concerning state of
supply chain restoration or hollowing out following
the Great East Japan Earthquake.”

(Ministry of Economy, Trade and Industry)

<Movements of foreign governments, etc.>

Examples of industry fields
in which foreign

governments are competing | |

in attracting companies

Sends adelegation in May to attract investment by Japanese enterprises; considering
the exemption of corporate tax for three years and income tax for seven years.

Plans to provide one-on-one consultations, with KOTRA (Korea Trade-Investment
Promotion Agency) serving as an intermediary; intends to continue to attract
companies through joint venture and the establishment of joint companies.

South Korea | South Korea

(When visiting Japanese enterprises for the purpose of expressing sympathy after the earthquake)
Comment: Now we understand that Japanese enterprises intend to accelerate industrial
transformation. Thisis a chance to attract Japanese enterprises, and we would like to
emphasi ze that our city is more superior than other citiesin terms of transportation,
hydroelectric power generation, human resources, technology and other aspects.

-

Electric vehicles

Lithium-ion batteries

(Source) Formulated from various news reports
by the Ministry of Economy, Trade and Industry.

Source: Ministry of Economy, Trade and Industry.

Figure 4-3-3-3
China’'s and South Korea's strategy for acquisition of parts/primary materials enterprises
0'$
2, 10 major core materials — World Premier Material (WPM)
»> Koreaestablished the “ comprehensive measures for 1. Environment-friendly Smart Surface Treated Steel Plates (POSCO)
: i » 2. Ultra-lightweight Magnesium Materials for Transport Planes (POSCO)
parts/materials competitiveness. 3. Energy-efficient Multi-function Nano Compound Materials (LG Chem Ltd.)
(A) For 10 ma- or core materials roximately one 4. Multi-function Macromolecular Membrane Materials (Kolon Fashion
o '18'S 2pOIoXIMalely one Material)
trillion won (about 80 billion) will be spent for R&D (| 5 piagtic Substrate Materials for Flexible Displays (Cheil Industries)
by 2018. 6. Electrode Materials for High Energy Secondary Batteries (Samsung SDI Co.)
L 5 7. BioMedical Materials (AminoLogics)
(B) A 300-billion-won parts/materials fund was founded 8. Ultra-pure Silicon Carbon (SiC) Material (LG Innotek Co.)
mainly by the Korea Development Bank to acquire 9. Sapphire Single Crystal Materials for LEDs (Sapphire Technology)
parts/materi as enterprises overseas. 10. Carbon Reducing-type Ketone Premium Textiles (Hyosung)

» China positioned next generation vehicles as a strategy field and established a national policy team for

electric vehicles to develop the vital parts industry.

» In March 2011, BYD, a Chinese car manufacturer, announced that it would export new energy cars, including
electric vehicles (EV), to Europe from October to December 2012.

Source: Ministry of Economy, Trade and Industry.

In fact, the “Basic Palicy for Reconstruction from the Great East Japan Earthquake (July 29, 2011),”
which was compiled by the Reconstruction Headquarters in response to the Great East Japan
Earthquake, specified that subsidies for domestic location are provided for production bases and
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research and development bases in the fields of parts/materials that constitute the core of supply chains
and the high-value added growth fields that will help to maintain employment in the future. In
accordance with the basic policy and others, subsidies for domestic location, the scale of which was
significantly expanded from that of the subsidy for projects promoting location for low-carbon
employment-creating industry (which had been highly effective in the past economic measures), were
included in the third supplementary budget for fiscal 2011. Specifically, the budget amount was
expanded greatly from the past subsidies for location, totaling about 500 billion yen. Moreover, the
target fields included not only the low-carbon industry, but also the fields of parts/materials that
constitute the core of supply chains and the high-value added growth fields. Subsidies for domestic
location consist of the following: a subsidy provided for production bases in the fields of
partsmaterias that constitute the core of supply chains and the high-value added growth fields that
will help to maintain employment in the future (subsidy for projects promoting domestic location -
295 hillion yen); a subsidy provided for research and development bases (subsidy for advanced
technology demonstration and evaluation facility development, and others - 35 billion yen); and a
subsidy required for the reconstruction from the nuclear power disaster in Fukushima Prefecture
(subsidy for business location for the industrial recovery of Fukushima - 170 billion yen).

The third supplementary budget was passed on November 21, 2011, the first solicitation of
applications for the subsidy for projects promoting domestic location was started on November 29. In
the first solicitation, 748 applications were made, and 245 of them were adopted, as a result of
examination by a third-party committee from the perspectives of an employment-creating effect, the
degree of concern of outflow to overseas, contribution to the reinforcement of supply chains,
competitiveness and technology, spillover effects on local economies, and others. It is expected that
the implementation of projects adopted in the first solicitation will induce approximately 1.26 trillion
yen of capital investment, which amounts to six times over the amount of the subsidy, and this will
have an effect of creating demand of approximately 4.9 trillion yen each year for supporting industries.
In addition, the creation of employment of about 200,000 jobs is expected if the supporting industries
areincluded.

(2) Promoting domestic location for innovative low-car bon technology- intensiveindustries
(A) Significance of innovative low-car bon technology- intensive industries

In order to maintain and strengthen the competitiveness of Japanese industry, it is necessary to
continue to create innovation in the field of low-carbon technology that is highly effective in reducing
carbon dioxide, including next-generation high-capacity lithium-ion batteries for electric vehicles and
LED lights with aluminous efficiency nearly twice that of existing fluorescent lamps. To thisend, it is
essential to accelerate innovation process from research and development to full-scal e mass production
for these globally advanced, innovative low-carbon products. In this regard, building an initial
production line (aso-called “Line No.1") of successfully developed innovative low-carbon productsis
indispensable in particular to the establishment of technology for full-scale mass production. However,
the bottleneck for the innovation processis the large amount of capital investment required. Therefore,
it is required to implement projects in which the government provide intensive support for domestic
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investment to promote domestic location for innovative low-carbon technology-intensive industries,
though they shall be limited to fields with the great future potentia to reduce carbon dioxide,
including LED and lithium-ion batteries, and to the case of building the initial production line. In
addition to the aforementioned emergency measures in response to the earthquake, continuous support
for research and development in Japan is required (Figure 4-3-3-4).

(B) Outline of projectsto promote domestic location for innovative low-car bon technology-
intensiveindustries

In fiscal 2011, 7.14 billion yen was appropriated in the budget as an expense required for projectsto
promote domestic location for innovative low-carbon technology-intensive industries. As a result of
solicitation of applications, 22 applications were adopted, which were pertaining to capital investment
for Line No.1 (initia production line) in technology fields that are important for the future low-carbon
society, including lithium-ion batteries, solar batteries, LEDs, and components related thereto. It is
expected that providing support for capital investment for Line No.1 (initial production line) will lead
to the establishment of technology for full-scale mass production. Also in fiscal 2012, 7.08 billion yen
is appropriated in the budget as an expense required for projects to promote domestic location for
innovative low-carbon technology-intensive industries, and the projects will continue to be
implemented (Figure 4-3-3-5, Figure 4-3-3-6).

Figure 4-3-3-4
Concept of innovative low-carbon technol ogy-intensive industries
[ Innovation ]»[ Mass production ]
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‘Source: Ministry of Economy, Trade and Industry.
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Figure 4-3-3-5
Image of the project for promoting domestic location for innovative low-carbon technol ogy- intensive
industries

— Image of project

Innovative low-carbon technology- intensive industries, including lithium-ion batteries
and LED
(Product manufacturers and material manufacturers of batteries and LED, etc.)

<Requirements for subsidies>

O Innovative low-carbon products with
high effect of reducing carbon dioxide

O Investment for initia production line
(LineNo.1)

Examination
by third-party committee

Support for domestic capital investment
(SMEs— one-half, large/mid-sized enterprises — one-third)

Establishing

| Product innovation process
production technology

15}

Research and . Full-scal e mass| B
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'

National government
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Source: Ministry of Economy, Trade and Industry.

Figure 4-3-3-6
Adoption of the project for promoting domestic |location for innovative |ow-carbon technology-
intensive industries

Nippon Chemi-Con Corporation = | -
* Lithium-ion batteries » LED light-related - Electric vehicle-related » Solar panel-related » Others Manufacturing of capecitors, etc.
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4. Towardscreating new industriesthat under pin the Japanese economy

In order for Japan to achieve sustainable economic growth in the face of the change in population
structure and social maturation, the transformation of industrial structure through the creation of new
industries is indispensable, and the essential point is to promote the development of an environment
conducive to the growth of new industries.

(A) Creating new industries and transforming industrial structure (from “flamingo-style
batting” tothe structure of “Mt. Yatsugatake” with various core praofit centers)

The issue regarding the transformation from the industria structure of “flamingo-style batting,”
which depends solely on the automobile industry, to that of “Mt. Yatsugatake” with various core profit
centers has been addressed since the failure of Lehman Brothers. Also, in order to eliminate concerns
about hollowing out resulting from the recent yen appreciation, the creation of new industries has
become increasingly required.

Looking at domestic demand, as the Japanese people are satisfied in terms of “material wealth,”
social needs for “wealth of maturity” have been growing, creating a germ for new industries. In order
to boost potential demand, it is essential to create industries that satisfy “wealth of maturity.” These
industries have the potential in terms of export not only to industrialized countries in Europe and the
U.S., whose economies are matured the same as Japan, but also to Asia, emerging countries and other
areas, which are expected to grow toward socia maturity.

The Japanese enterprises have historically developed potential demand through innovation so far.
For example, in the 2000s the advent of innovative products, such as liquid crystal display televisions
(LCD TVs) and digital cameras, have given an impetus to saturated domestic demand (Figure
4-3-4-1).

Innovation that develops such potential demand and the promotion of deregulation will create a
“virtuous cycle of domestic demand expansion” consisting of: (A) enhancing the generation of added
value by enterprises;, (B) expanding high-quality employment and improving labor income; (C)
overcoming anxiety over the future;, (D) revitalizing domestic consumption; and (E) shaking off
deflation. To this end, it isvital that fields that will boost potential domestic demand in the future and
have great potential for growth to be developed as pillars for new industries (Figure 4-3-4-2).
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Figure 4-3-4-1
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Creation of potential demand by LCD TV Creation of potential demand by digital camera

(Shipment amount of TVs, unit: 100 million yen) (Shipment amount of cameras, unit: 100 million yen)
14,000

12,000
12,000
10,000
10,000
8,000
8,000
6,000 6,000
Color TVs
4,000 ..
4,000 Digital
2,000 2,000 cameras
o Black and white TVs 0
5356 5962 6568 71 74 77 80 83 86 89 92 9598 01 04 07 505356 59 6265 68 71 74 77 80 83 86 89 92 95 98 01 04 07

Source: Ministry of Economy, Trade and Industry.

Figure 4-3-4-2
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(B) Threegrowth industry fields

Considering future growth fields, significant growth is expected in three fields. The first is the
industries that are designed to solve the problems confronting the Japanese society (problem
solution-type industries). Compared to the rest of the world, an aging society with fewer children is
progressing rapidly in Japan, emphasizing the need to expand healthcare services related to medical
care and child-rearing services. Meanwhile, it is aso possible to expand saes into Asia and other
overseas areas. The export industry can emerge in the medical equipment field if excellent technology
owned by small and medium-sized manufacturing enterprises is utilized. Furthermore, as there has
been a growing need to restrict energy in Japan since the earthquake, the promotion of energy
conservation and new energy use is absolutely required. The government will provide support for new
growth fields, including the development of such equipment as storage batteries and the creation of
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new business toward the full-scale introduction of smart community (Figure 4-3-4-3).

Figure 4-3-4-3
Smart community image
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Source: Ministry of Economy, Trade and Industry.
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Figure 4-3-4-4

Outline of abill concerning the promotion of responses to economic and social problems

Outline of the bill
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Source: Ministry of Economy, Trade and Industry.

Figure 4-3-4-5
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Source: Ministry of Economy, Trade and Industry.

With the aim of supporting the creation of these problem solution-type industries, a “Bill for
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Promoting Business Addressing Socioeconomic Problems” is currently submitted to the Diet, and the
government will develop pillars for new industries through financial support and other methods
(Figure 4-3-4-4).

The second is the industries that utilize matured Japanese culture and sensitivity (creative industry),
as discussed earlier, can be a great strength in future Japan (figure 4-3-4-5).

Figure 4-3-4-6
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The third is the leading-edge industries, including next generation vehicles, the aircraft and space
industries, and these industries can lead to creation of new industries over the long-term. It is
necessary to create innovative technology, rather than extending existing technology, and establish a
system toward commercialization. Also, the government will promote international standardization in
order to “win both in terms of technology and business’ (Figure 4-3-4-6).

While the development of new industries shall be promoted as discussed above, global competition
has been increasingly fierce, and weakening locational competitiveness of Japan has led to growing
concern of hollowing out. Therefore, in addition to creating new industries, the government is called
on to address the issue of hollowing out by providing subsidies for domestic location and others and
also to develop a world-class business environment through such method as promoting economic
partnership. Japan is approaching a critical point. At this very point of time, the implementation of
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diverse measuresis required.

Conclusion
(Outline of theworld economy)

Since the second half of 2011, the world economy as a whole has dowed down due to such factors
as the deteriorating European debt crisis and rising concern of the slowing U.S. economy, and the
effect of monetary restraint in emerging countries. There was concern that the impact of the European
debt crisis spread to the world, mainly emerging countries, in terms of trade and finance. However, the
impact has been limited at present, compared to the world economic crisis from 2008 to 2009.

Entering 2012, thanks to a series of policy responses to the European debt crisis, the markets has
regained stability to a certain extent, and, reflecting favorable weather factors and others, some
economic indicators for the U.S. economy have shown positive signs. However, future uncertainty for
the world economy has yet to be eliminated. In addition to the immediate tasks of fiscal reconstruction
and recapitalization of banks, Europe has a structural problem of widening difference in
competitiveness between countries, and a possible recurrence of the European debt crisisis still alarge
risk factor. Also, there is a need to keep a vigilant watch on the trends of the U.S. economy, which
lacks strength in terms of housing markets and employment. In addition, attention should be given to
the Chinese economy, which has shown signs of dowing down, as well as market trends for crude oil
prices and other resource prices.

(Trade environment surrounding Japan in 2011)

For Japan, the year 2011 has seen a series of historica events, which had alarge impact on the trade
environment. The damage caused by the Great East Japan Earthquake in March disrupted supply
chains which had been built by the Japanese enterprises, and its impact spread not only in Japan, but
also to the rest of the world. The yen appreciated in around summer, and the exchange rate of the yen
against the dollar recorded an all-time high at the end of October. After the summer the European debt
crisis deteriorated, and the slowing world economy exerted downward pressure on Japan's export. In
October, the historical great flood in Thailand caused large damage to Japanese enterprisesin Thailand
and its supply chains. The trade balance of Japan for 2011 recorded atrade deficit for the first timein
31 years on a calendar year basis. Under such circumstances, renewed concern about the hollowing
out of industry emerged.

(Trade and investment structure and its change in Japan)

The trade structure of Japan has changed significantly since entering the 2000s. With the
development of the Japanese enterprises’ overseas activities, integration has deepened with respect to
the international division of production mainly in East Asia, causing intermediary goods trade to
increase greatly both in export and import. Thus, the ratio of export value to GDP, which had remained
at about 10%, has risen to approximately 15%. Industria structure which had formerly been called a
“full-set type” has undergone change, and both the procurement of intermediary goods by way of
import and the production inducement by external demand have become increasingly important for
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domestic production. However, when compared to Germany, the degree of integration in the
international division still remains at alow level.

The great flood in Thailand, together with the great earthquake in March, has left vivid impressions
about the spread of supply chains that had been built by the Japanese enterprises and close ties
between the Japanese economy and the international division structure in East Asia. Subsequently,
with the rapid progress in the recovery of supply chains, production in the areas has recovered to the
former level, and the areas remain attractive in terms of business locations. However, there has been a
movement toward the review of suppliers for the diversification of risk.

(Constructiveissuesthat have arisen from trade deficit for thefirst timein 31 yearsand
historical appreciation of the yen)

The fact of Japan's first trade deficit in 31 years symbolized the difficult trade environment for
Japan in 2011. About one half of the factors is attributable to a rise in import prices, while the other
half is caused by a decrease in export volume and an increase in import volume. Specifically, the trade
deficit was recorded mainly because: the crude oil prices soared, as the palitica situation has become
unstable in the Middle East since the end of 2010; and, despite this, import volume of LNG an
dternative fuel for the crude oil, increased. Apart from these major factors, other factors include a
decrease in export volume resulting primarily from supply restriction by the great earthquake,
historical appreciation of the yen, and the dowing world economy.

The historical appreciation of the yen in 2011 was one of the factors of concern for the hollowing
out in Japan. During the yen's appreciation this time, as import prices surged because of the soaring
resource prices, the higher yen was not accompanied by improved terms of trade. It appears that the
simultaneous occurrence of the appreciation of the yen and the deteriorating terms of trade has had a
large negative impact on profitability of export enterprises in Japan. The trend of deteriorating terms
of trade is stronger in South Korea, and export prices from South Korea have been faling greatly. This
suggests that the intensifying competition as a result of the emergence of East Asian countries, mainly
South Korea, have forced Japanese export enterprises to engage in a severe price war. Meanwhile, in
Germany, both export and import prices have been stable, and there is no significant decline in
profitability of export enterprises. It is presumed that one of the factorsis German enterprises’ strategy
of securing a certain level of export prices by way of the differentiation in terms of technology and
brands, rather than being involved in a price war. This could be one of elements in strengthening
profitability of each enterprise and building strong economic structure that is not susceptible to the
surge in resource prices and exchange rate fluctuation.

(Advancing development of Japanese enterprises’ over seas business and seizing growth
opportunities)

The development of Japanese enterprises’ overseas business has expanded its domain and evolved
from the existing scheme of large-scale manufacturing enterprises’ developing global supply chains.
SMEs and mid-sized enterprises also actively engage in export and foreign direct investment, and the
industries which have been called the “domestic demand-type” so far, including non-manufacturing
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industries, are aso aggressively working on overseas business activities. A regional analysis reveals
that the share of investment to North America and Europe is on a decreasing trend, and investment by
China and other countries to Asia has been increasing rapidly. Reflecting an increase in importance of
these areas as markets, the wholesale industry and service industry, and the wholesale business within
the manufacturing industry have been devel oping overseas business.

Meanwhile, there has been a growing sense of awareness about the deteriorating business
environment called the “six handicaps’ in Japan, and there has been a movement toward the
enhancement of foreign direct investment by Japanese enterprises, including foreign M&A, leading to
growing concern about the hollowing out of industry. Generally speaking, in most cases a relation
between foreign direct investment and domestic business activities is considered to be complementary,
rather than alternative, and the argument that foreign direct investment is decreasing domestic
production and employment does not sound persuasive at this point. However, in cases where the
growth potentia of the Japanese economy diminish in the future and the transitioning to new
employment opportunities is impeded, attention should be given to the possibility that concern about
the phenomenon of hollowing out, in which domestic business activities are switched to overseas,
could become a redlity. On the other hand, the development of overseas business improves efficiency
in allocating resources within enterprises, creates spillover in technology and know-how, and
heightens incentives for research and development, providing opportunities for domestic business to
improve productivity and promote innovation. There is a chance that spreading the base of overseas
business devel opment will give rise to new growth opportunities.

(Possibility of overseas business development by service industry)

Focusing on the service industry in Japan, its values of export and import are not large compared to
major countries, and its trade balance is recording a deficit. However, there are signs of changes, as
seen in the fact that the margin of the deficit is on the decreasing trend, and the balance for Asia has
aready swung to the black. In recent years, in the service industry there are cases of receiving a
certain level of praise overseas by way of the differentiation based on the value unique to Japan. This
suggests that intangible value, including know-how and brand, which has been built by the Japanese
service industry, has the potentia to be disseminated to overseas. Furthermore, there is an expectation
that tie-ups between the service functions and the manufacturing industry will lead to the production
of high-value added products and the enhancement of competitive advantage.

(Measures by Germany and South Korea to develop business environment)

The development of domestic business environment is indispensable to channel overseas business
development to domestic growth potential. In this regard, Japan can learn from measures by Germany
and South Korea. Germany not only enjoyed the benefit of the single market with no exchange risk
within the EU, but also worked on developing business environment through such methods as
reforming labor markets, reducing corporate taxes and promoting research and development, and this
has contributed to reinforcing the competitive edge of German enterprises. South Korea also actively
supported overseas business activities of domestic enterprises, including large enterprises and SMEs,
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and its presence in overseas markets has been heightened. At the same time, it has aggressively
supported the advancement of domestic industry, while improving business environment through such
methods as reducing corporate taxes, promoting free trade agreements, and encouraging business
start-ups. Japan also has been striving to reinforce the competitive edge of Japanese enterprises,
through an effort to improve business environment by promoting economic partnership and providing
subsidies for location, and by methods such as reducing by 5% the effective corporate tax rate in fiscal
2011 revision of the tax system. However, apart from the measures mentioned above, foreign countries
are implementing various other measures, and Japan has much to learn from them.

(Epilogue: today's significance of trading nation)

Theterm “trading nation” is commonly used today. However, the term originally represented one of
the concepts presented in discussing the direction of post-war reconstruction, and the concept was
based on the theory to solve economic issues of a country on a worldwide basis. Economic issues of a
country can change according to times. The 1976 White Paper has a certain amount of statements
concerning “trading nation.” It states that, in order to pursue the stable development of the Japanese
economy and ensure the improvement of people's lives, the stable development of trade is
indispensable. It also states that Japan should respond to economic trends both at home and abroad in a
dynamic manner... it isrequired to establish a more sophisticated relationship of international division
of labor, and thisis a path for Japan, atrading nation, to take.

The year 2011 turned to be a year of trade environment of difficulty that Japan has seldom
experienced. However, despite such a circumstance, efforts are spreading to channel growth potential
into Japan by disseminating the value unique to Japan to overseas through goods and services. It is
hoped that this white paper will help deepen the understanding of today's significance of the “trading
nation.”
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